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CHAPTER IX. CONCLUSION

Costs and risks raise serious questions about a state prepaid tuition or
savings plan. The concept and prospective benefits of various plans are
attractive. The state, however, needs carefully to consider potentially adverse
consequences. The greater the participation in a plan, the greater would be the
costs and riské. Low participation, in contrast, might make a plan unjustifi-
able. Proposals of federal plans and the appearance of private plans raise
further uncertainties about state action. Establishment of a plan would not
drastically change the family’s role in financing post-secondary education. By
itself, a plan would not greatly reduce the demand for need-based student
financial aid. It also would not eliminate thé responsibility of families and

individuals to finance the cost of attendance.

PREPAID TUITION

A state plan for prepaid tuition would place many parties at risk finan-
cially and in other ways. Only if the rate of return on funds invested in the
plan were identical to rates of increase in tuition would direct financial risk
diminish. Even then, questions would arise about the need for the state to
manage investments for individuals who might be able to obtain equal returns
elsewhere.

Risk of a loss would exist if the plan were to have either a surplus or a
deficiency. A surplus would imply that returns on investment were higher than
increases in tuition. In that case, participants would lose the difference
between the return that they could have obtained on their own and the return

that they actually would receive in increased value of tuition.
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If a deficiency were to occur, someone would have to pay. Early partici-
pants might lose benefits. New and continuing participants might pay higher
premiums, which would increase direct outlays as well as reduce the potential
return on investment. Post-secondary institutions might face caps on reimburse-
ments or constraints on tuition revenue and appropriations. Other students
enrolled at the time of a deficiency might have to pay higher tuition to meet an
institution’s revenue expectations. The state and its residents might have to
pay in the form of higher taxes or transfer of funds from other programs.

Serious educational risks would be associated with a prepaid tuition plan.
Prospective students might feel obligated to attend an institution inappropriate
for their needs in order to use their benefits. Institutions might be adversely
affected either by the diversion of students elsevhere or the enrollment of
students not likely to benefit from institutional programs. For its part, the
state might feel obliged to provide a more extensive selection of instructional
programs to meet demand of a plan’s participants.

The state would face political risks. Allowing participants to lose
benefits because of a deficiency might be viewed as breaking an implied promise
regardless of legal disclaimers. Providing state funds to remedy a deficiency
would be breaking a promise not to make the state financially liable for the
plan. Moreover, by rescuing the plan, the state, in effect, would be operating
a guaranteed investment fund for individuals who have the money to invest.
Adjusting tuition and institutional appropriations to resolve financial problems
of a prepayment plan might adversely affect other state:policies. In effect,
the financial requirements of the plan rather than educational or other

budgetary considerations would drive the financing of post-secondary education.
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SAVINGS BONDS

Savings bonds would provide financial opportunities with little risk for
participants. While the accumulated assets might not meet an individual’s
entire cost of attendance, they could meet much of it. Flexibility in the use
of funds, moreover, would maintain or expand educational choice for individuals.
At the same time, post-secondary institutions would face little apparent risk of
the plan diverting enrollments from some institutions at the expense of others.
Further, there would be little evident impact on other state policies for post-
secondary education.

The bonds, however, would be only one of several investments available to
families. Attractiveness of tax-exempt bonds would fluctuate with their return
compared to the after-tax returns from other investments. The objectives of the
siate and participants in a savings bond program would not necessarily coincide.
As investors, participants typically would buy bonds with the highest possible
interest rates in order to maximize returns. The state, in contrast, typically
would sell bonds at the lowest possible interest rates to minimize its expendi-
tures for debt service.

Questions about state savings bonds largely involve financial costs and
risks to the state. Widespread marketing and sale of bonds would involve some
administrative expenditures. To the extent that state residents shifted their
investments from taxable instruments into tax-free municipal bonds, the state
would lose tax revenue on interest earnings. Higher interest rates also might
result from unfavorable timing of bond sales. Beyond this are the risks that a
savings bond program might influence the state’s capital budget and debt
management policies, which, in turn, might adversely affect the state’s bond

ratings.
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SAVINGS ACCOUNTS

A savings account plan would provide benefits similar to those provided by
savings bonds. Significant costs and uncertainties, however, cast doubt on the
practicality of a state-sponsored savings account. A plan likely would feature
tax exemptions or credits. This would reverse recent trends away from special
tax treatment, and it would force the state either to accept lower tax revenue
or to shift the tax burden to other taxpayers. It also would require the state
to approve and regulate accounts that could be used for post-secondary educa-
tion.

The absence of favorable tax treatment by the federal government likely
would be a major impediment to widespread participation in a state plan.
Federal tax rates are higher than state tax rates; hence, tax breaks are more
valuable at the federal level than at the state level. Experience indicates
that few individuals would respond to a savings plan that offered tax advantages

only at the state level.

UNCERTAINTY ABOUT FEDERAL POLICIES

Prospects for adoption of a federal savings plan are uncertain. Members of
Congress and other national political leaders are interested in such plans. The
large federal deficit, however, leaves virtually no room for new programs
requiring additional appropriations or tax expenditures, unless funds are
shifted from other programs. Significant tax expenditures, moreover, might not
appear for several years. A decision on the issue might have to await the
outcome of the 1988 elections, from which a new set of national priorities might
emerge.

Adoption of a state plan before the federal government acts would involve
some risks. If the state and the federal government established separate plans,

the differences might create confusion and pose other difficulties for families
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participating in both. At the extreme, the two plans might diverge so much as
to be incompatible. They then might compete with each other directly for

participants.

OTHER PUBLIC AND PRIVATE SAVINGS OPTIONS

Families and individuals can save for a post-secondary education using
existing financial instrumehts. The finance industry offers a variety of
options for individuals to use in pursuit of their financial goals. Instruments
such as savings accounts, stocks, bonds, life insurance, and annuities may be
used to save for education or any other purpose. Government bonds and
securities also are available to individuals wishing to save. Some of these
instruments offer tax advantages.

Private organizations have been developing financial products dedicated to
post-secondary education. In large part, this trend may be a response to
interest in prepaid tuition and saving incentive plans. These products
typically incorporate existing financial instruments with additional features or
services to help families and individuals plan for educational costs. The
appearance of these products raises questions about the need for an initiative

by state government.

NO SUBSTITUTE FOR FINANCIAL AID

No plan, state or federal, saving incentive or prepaid tuition, would be a
substitute for need-based student financial aid. Establishing a plan with the
objective of diminishing or eliminating programs would be misguided. Most
participants would be from families affluent enough to afford the contributions
and young enough to have a reasonable period of time for accumulating assets.
Few families with annual incomes low enough to qualify for financial aid likely

would be in a position to contribute more than nominal amounts to a plan. For
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those few families, however, adjustments in qualifications for receiving student

financial aid from the state might be desirable.

RESPONSIBILITY OF FAMILIES AND INDIVIDUALS

Financing the cost of attending a post-secondary institution is a
responsibility of families and individuals. Saving is one means of financing
that reduces the burden on current income and reliance on loans. The more a
family saves and the earlier it begins to save, the more money will be available
at the time of attendance. The commitment by families and individuals to save
remains essential for this effort with or without a state plan. A special
saving incentive or a prepaid tuition plan is not necessary for saving toward
post-secondary education. For many families, however, such a plan, whether
sponsored by the state, the federal government, or the private sector, might

help focus these efforts.
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